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those that an unregulated firm would Tace in competitive markets where proportionate reductions
in costs across services would—all else equal—result in proportionate reductions n service
prices. Similarly. the asymmetric treatment ot errors that resuwited 1 a cap higher than otherwise
allowed. and those that lead to a cap lower than otherwise allowed would change the risk that the
regulated firm faces when it is required to calculate parameters of the price cap plan tor long

periods of time with no explicit directions bevond general principles.

16.  In addition. the fact that the price cap plan parameters are subject to regulatory
change—as long as four vears after the fact—increases the regulatory risk in a price cap plan that
was intended to reduce regulatory uncertainty. [n unregulated. competitive markets, firms believe
that actions they take to increase productivity growth will resuit in higher protits. and accordingly
they risk their capital and ettort in the expectation that they wili be rewarded it thev are successtul
in the market. I[n theory. price-cap regulated firms tace sumilar incentives because increased
productivity growth leads to higher eamings. provided onlyv that the higher eamings are not
achieved by increasing prices above the amount allowed by the various price cap indices. [t the
rules of the price cap plan change in mid-stream. tirms will no longer treat the parameters of the
plan as tixed and attempt to maximize protits. As obsernved in the economic literature on

incentive regulation

(1)t large tinancial rewards and penalties are linked to performance measures over

which the {regulated] firm has relatively little control. the 1irm will be exposed o

substantial risk. and corresponding gains from improved incentives will he

- i

minimal.
Ultimatelv. it is the beliet of the regulated tirm that the deck i not stacked and that increased
productivity will fead to increased protfits that venerates the miproved performance associated
with price cap regulation. Regulatory decisions that undermime those beliets threaten the henetits

that customers expected to receive trom adoption ot price cap reuiauon,

\ - . . . . . ,
[) S“PP\HL—’IOH and {) ALY CINIMAN. dowr i s ool oo St o e e o s Secaeees o apeanrnd e
MIT Press. Twbdn p 334
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B. Performing only a partial calculation would not compensate customers for

overcharges.

17.  According to the /993-96 Accesy lTwryt Order. the refund liability “must
compensate customers for overcharges incurred during the course of this investigation.™ (at €104).
Thus, if no customer paid more than it Bell Atlantic had allocated its sharing obligation in
accordance with the /993-96 Access Tariff Order. then no customer suttered damages and there is
no refund liabilitv. This standard is consistent with the incentive structure of the FCC's price cap
plan. where the firm is lett free to set prices wherever 1t can. provided that various price ceilings
(the PCI. SBIs. and the maximum CCL) are respected. Onlyv when the actual AP exceeds the PCI
recalculated in accordance with the /993-96 dccess Taritf Order—or when an actual SBI or CCL
rate exceeds the recalculated maximum SBI or CCL rate—would a customer have paid more than
it would have it Bell Atlantic allocated its earnings sharimg adjustment according to the new
Order. Hence, the refund obligation should compare what customers were charged relative to the
maximum that they would have been charged had Bell Atlantie caleulated its sharing adjustment

as required in the /993-96 Access Tariff Order.

18.  The result of that calculation can be positive or negative in any basket. and. in
aggregate. customers of’ interstate services were not overcharged at all. The correct amount ot
earnings sharing adjustment was calculated and retumned to customers through reductions in the
PCls. SBIs and CCL rates over all four baskets in every vear. 1 the allocation had been done in
accordance with the [/993-96 Access Turiff Order. the allocauon across baskets would have been
different in each vear. but the total amount returned to customers would have remained the same

as was actually returned to customers in cach vear.

C. The proposed method of calculation is incomplete and incorrect.

19, Pertorming only the partual caleulation set out i the /993-96 Access Taritf Order
would not calculate the amount by which customers were overchareed. including interest. First,
even tocusing only on the Common Line Basket there arpears o be double-counung in the
overcharge caleutaton which simply swms the overcharoes wosccated with the PO SBLs and the

maximum CCOLorate as i these price anuis vere mdependent Sunpese one rate cement for

13



example. the CCL—were incorrectly priced too high so that. i addition. both the APHand an SBI
exceeded its corresponding PCI and SBI upper bound. The amount by which a customer was
overcharged is the excess revenue trom the overpriced CCL rate element. not the sum of the

revenues associated with the excess APIL. SBI and maximum CCL rate.

20.  Second. pertorming only the partial calculonon—that 1s 1t the oftsetting
undercharges were ignored—uwould force Bell Atlantic to share more than the amount required in
the price cap plan. This not only would be inconsistent with the Commuission’s own rules. but it
would be unwise economic policy since it would undermine the very incentives price caps were

designed to create.

21 Third. if total common line revenue were used o allocate the carmings sharing
adjustment. switched access price limits would fall by a greater percentage than special acceess or
interexchange price limits. despite the assumption in the /99> {ccess Turiff Order that eamings
derive from all interstate services and thus that all interstate service costs have fallen

proportionately, and price limits should tollow proportionately.

IV. PERMANENT CHANGES TO CORRECT PRICE LIMITS ARE UNNECESSARY.

22, Unlike some of the other investigation 1ssues resolved inthe [993-96 Access Turitf
Order. a misallocation of the eamnings sharing adjustment has no permanent effect on price limits,
Since each exogenous adjustment to implement sharing is ertect ey removed at the next annual
filing. any error in Bell Atlantic’s PCls (and other pricing limits) lasts only one _\'cur.;: Thus if 1t
were determined that Bell Atlantic’s allocation of sharing adiustments were incorrect in every
vear. no change would be required to the calculations of Bell Atianuc’s PCls. SBls and maximum
CCLs to become ettective June 30. 1997 The tincorrect) adiustments made in June 1996 must he
reversed—as they would be absent the 7993-96 {ccesy Tarir cdor—and the new exogenous

adjustment tor sharing (it anv) must be allocated across the prce cap baskets in accordance with

T Thus any error i the 1993 filing arfects e S vt and fanudes ol T T oGt not the July cved cand tutures
PCIy Simmiarly - crrors mthe 1992 e have o corevron e PO oy v ooy Tal e g

i N ags



the current /99Y3-96 Accesy Turity Order. but 1or these particular crrors it is not the case that “an
uncorrected error in one vear's PCI causes an error in next vear ~ PCL™" Thus the caleulations in
Subsection B of the /993-Y6 Access Turtff Order are unnecessany to reset the 1997 PCls. SBls
and maximum CCL to make them consistent with “what would have been in place had thev been

calculated consistent with the Commuissions rules and decisions.”

V. CONCLUSIONS

23, Requiring Bell Atlantic to overcompensate intersulie customers tor overcharges in
one basket without offsetting against that compensation undercharges in other baskets would
expose Bell Atlantic to a level ot sharing bevond that set out in the price cap plan. Changing price
cap rules in mid-stream would expose all price-cap regulated tirms to additional regulatory risk
which would reduce the improvement in incentives that price cap regulation was intended to
produce. The Commission should contine the retund trom Bell Atlante’s allocation of the
earnings sharing adjustment to the overcharges that interstate customers actually paid (including
interest), netting out the overcharges in the common line basket against the undercharges in the

traffic sensitive. special access and interexchange baskets.

B AT T T N 0 I PPN M Y
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APPENDIX F

Page 1 of 1
_L ATLANTIC RECALCULATION OF SHARING DISTRIBUTION
COMMON TRAFFIC INTER.

SOURCE LINE SENSITIVE | TRUNKING | EXCHANGE TOTAL
- - (A) (B) (C) (D) (E) -
1996 Annual Filing R Tran. 887, TRP, PCi-1 1,284,822,564 | 482,983,648 | 924,395618 | 112,123,129 | 2,804, 324 950
Distribution of Revenues  [Line 1/Line 1 Col E. 45 816% 17.223% 32 963% 3.998%
1995 Shaiing - Dist Calc {Line 2*Total Sharing Col E (13,541,782)]  (5,090.547)f  (9,742,937)] (1,181,754)]  (29,557.000)
1995 Sharnng - Filed 1867, WP 8-53-4, Line 546 (6.540,143)} (7,628,889)] (14,601,140)] (1,786,817) (29,558,989)
Difference Line 6 - Line 7 (8,001,619 2,538,342 4,858,203 605,083 (1)

CIFIC BELL RELCALCULATION OF SHARING DISTRIBUTION
COMMON TRAFFIC INTER-
SOURCE ) LINE SENSITIVE | TRUNKING | EXCHANGE TOTAL
T B (A) (B) (C) (D) NG
- - Cl-1 888,523,273 | 304,871,174 | 458,103,176 142,620 | 1.651.640 243

1998 Annual Filing R lan 1884, TRP, P M 6 G '
Distribution of Revenues  |Line 1/Line 1 Col E. 53.796% 18.459% 27.736% 0 009%
1995 Shanng - Dist Calc  |Line 2*Total Sharing Col € (17.855.584)] (6,126.633)|  (9,205,954) (2.868)]  (33.191,046)
1995 Shanng - Filed 71864, WPIIC-11 (7.278,388)] (10,781.259)f  (15,067,042) (64,359)|  (33,191,046)
Difference line 8 - Line 7 (10,577.208)] 4,654,626 5,861,088 61,493

996 Aanual Necess lanSs
P\%X"X:ov\) A AT+ CbcP.
( $:\eA RApr. a9, 990 )




APPENDIX C
Page | of 2
. ATLANTIC TRANSMITTAL 644

\LCULATION OF SHARING DISTRIBUTION

COMMON TRAFFI( -
ISR S LINE  DENSITIVE TRUNKING FACNANLE
SOURCE (A} () (v} ’ o "('“"‘ - |. (I\'ll\““\‘l
Ve
I A A R Note | 1,336,200,040 485,937,801 853,007,208 Va2 4y i) ,
DU TR bt b e Lnl Col/Lnt ColE 0.474226 0.1712461 0o e l" “-,,.,.H., AU < TN PR I N
Py bk ipee D ocbpertien Lnl*in2 (28,404,235) (10,329,741 (18, 114,157} (3o Ut-l.;- y
T T VN PR TR AL RLALTR wp 8-5) 4 478,658,213 485,937,042 853, 011,008 |‘1.',zg;1 . (‘»I,M'u,,mnu
T RN AT T B AR R PACTOR wp 8 53-4 0.244) 0.2419 0 4352 ()_;”),, L, 900 in wi
BELL O ALLALILY NPT ST I T R R wp 8 53 4 (14,632,689) (14,848,999} (26,061, HuYy) (4, V46 44:') e
tn) Lné (13, 111, 546) 4,519,252 1oovy, 112 T ('"“"7'"""
‘ [

bbb kbbb

pf-rlud R{t }) Revenues trom Bell Atlantac Tranasmittal 644, THRE Poi 1 o .
‘ ag o

e 1 Line b, tol A 19913 base
reported by Bell Atlantic Transmittal 644, Workpaper H 53
M > .

e Lane &, tol B - J944 Total Sharing as

1994 A snual “QCQSSEVNZQQ
Vudbiow o8 ATAT Cocpr
Cg‘\\ec\ QP( Al | \qu‘J\
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EXHIBIT 3



RELL ATLANTIC

IMPACT OF PARTIAL CORRECTION BY REDISTRIBUTING SHARING TO COMMON LINE

LN ITEM

1 Totai 60"~ Tanft Shanng

2 tmpact of Shanng Redistibution on Common Line
v Adpasted Shacng with Redatnbution 1o O Rasket Oty
a Pracenting e g ol Reict W ) Bkt o by

X P Haorue Shanng on g Arnngs above 17 25,

Note 1
Coalamo At BA Transmittat No 568 A WP 852 D
Cotlumn B from BA Transnmuttal No 644 WP 8 53.4
Column O from BA Transmiftal No 777 WP 8 57 4
Column D trom BA Transmittal No 867 WP 8.53 4

Note 2

tme S5 amonnts tetiect the proportion of earnings above 12 25% that would eftectively be shared if shanng redistrbution 1s apphed to Common L me Basket only

(Dotiars)

SOURCE

o
2757

Total Amount Shared (based on 50°% of prior years' earnings above
Note 1

Amended 1997 TRP 1n9 WP S 1 §$2 S-3andS4
tntsln)
(AR AR R N |

In3 tny =2 Note?

BAGKE T ONLY

1A
Amount Shared
N 1943 Acerss

Tanft

2028 DO

BARARINGT T

LV

[13])
Amcant Shared
n 1944 Aceess

Tant

B0 BRR 000}

(11951097

CTA G Nty

IR IRNE]

Aot oot
ENRREAR AR VINEFREPEN

Tant

R PN
AR BRI I |
. o pet

foathitat 2

e
A ap Shaned
IR AN P VRN AINY

Tantt
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